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Example 2. Assume that a taxpayer in-
cluded in his gross income for the year 1953 
an item which should have been included in 
his gross income for the year 1952. After the 
expiration of the period of limitations upon 
the assessment of a deficiency or the allow-
ance of a refund for 1952, the taxpayer filed 
a claim for refund for the year 1953 on the 
ground that such item was not properly in-
cludible in gross income for that year. The 
claim for refund was allowed by the Commis-
sioner and as a result of such determination 
an adjustment was authorized under section 
1311 with respect to the tax for 1952. If, in 
such case, the Commissioner issued a notice 
of deficiency for the amount of the adjust-
ment and the taxpayer contested the defi-
ciency before the Tax Court of the United 
States, the taxpayer could not in such pro-
ceeding claim an offset based upon his fail-
ure to take an allowable deduction for the 
year 1952; nor could the Tax Court in its deci-
sion offset against the amount of the adjust-
ment any overpayment for the year 1952 re-
sulting from the failure to take such deduc-
tion. 

(c) If the Commissioner has refunded 
the amount of an adjustment under 
section 1311, the amount so refunded 
may not subsequently be recovered by 
the Commissioner in any suit for erro-
neous refund based upon any item 
other than the one that was the subject 
of the adjustment, 

Example: In the example set forth in para-
graph (e) of § 1.1314(a)–1, if the Commissioner 
had refunded the amount of the adjustment, 
no part of the amount so refunded could sub-
sequently be recovered by the Commissioner 
by a suit for erroneous refund based on the 
ground that there was no overpayment for 
1949, as the taxpayer had failed to include in 
gross income the $6,000 item of interest re-
ceived in that year. 

(d) If the Commissioner has assessed 
and collected the amount of an adjust-
ment under section 1311, no part there-
of may be recovered by the taxpayer in 
any suit for refund based upon any 
item other than the one that was the 
subject of the adjustment. 

Example: In example (2) of paragraph (b) of 
this section, if the taxpayer had paid the 
amount of the adjustment, he could not sub-
sequently recover any part of such payment 
in a suit for refund based upon the failure to 
take an allowable deduction for the year 
1952. 

(e) If the amount of the adjustment is 
considered an overpayment, it may be 
credited, under applicable law and reg-
ulations, together with any interest al-

lowed thereon, against any liability in 
respect of an internal revenue tax on 
the part of the person who made such 
overpayment. Likewise, if the amount 
of the adjustment is considered as a de-
ficiency, any overpayment by the tax-
payer of any internal revenue tax may 
be credited against the amount of such 
adjustment in accordance with the ap-
plicable law and regulations there-
under. (See section 6402 and the cor-
responding provisions of prior revenue 
laws.) Accordingly, it may be possible 
in one transaction between the Com-
missioner and the taxpayer to settle 
the taxpayer’s tax liability for the year 
with respect to which the determina-
tion is made and to make the adjust-
ment under section 1311 for the year 
with respect to which the error was 
made or for a year which is affected, or 
treated as affected, by a net operating 
loss deduction or a capital loss carry-
over from the year of the error. 

[T.D. 6500, 25 FR 12040, Nov. 26, 1960] 

INVOLUNTARY LIQUIDATION AND 
REPLACEMENT OF LIFO INVENTORIES 

§ 1.1321–1 Involuntary liquidation of 
lifo inventories. 

(a) Section 22(d)(6)(B) of the Internal 
Revenue Code of 1939 provides as fol-
lows: 

Sec. 22. Gross income. * * * 
(d) * * * 
(6) Involuntary liquidation and replacement 

of inventory. * * * 
(B) Definition of involuntary liquidation. The 

term involuntary liquidation, as used in this 
paragraph, means the sale or other disposi-
tion of goods inventoried under the method 
described in this subsection, either vol-
untary or involuntary, coupled with a failure 
on the part of the taxpayer to purchase, 
manufacture, or otherwise produce and have 
on hand at the close of the taxable year in 
which such sale or other disposition occurred 
such goods as would, if on hand at the close 
of such taxable year, be subject to the appli-
cation of the provisions of this subsection, if 
such failure on the part of the taxpayer is 
due, directly and exclusively, (i) to enemy 
capture or control of sources of limited for-
eign supply; (ii) to shipping or other trans-
portation shortages; (iii) to material short-
ages resulting from priorities or allocations; 
(iv) to labor shortages; or (v) to other pre-
vailing war conditions beyond the control of 
the taxpayer. 
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(b)(1) If, during any taxable year end-
ing after June 30, 1950, and before Janu-
ary 1, 1955, the disruption of normal 
trade relations between countries, or 
one or more of the conditions attrib-
utable to a state of national prepared-
ness and beyond the control of the tax-
payer, as prescribed by section 
22(d)(6)(B) of the Internal Revenue 
Code of 1939, as modified by section 
1321(b) of the Internal Revenue Code of 
1954, should render it impossible during 
such period for a taxpayer using the 
last-in first-out inventory method to 
have on hand at the close of the tax-
able year a stock of merchandise in 
kind and description like that included 
in the opening inventory for the year, 
or in a quantity equal to that of the 
opening inventory, the resulting inven-
tory decrease for the year will be re-
garded, at the election of the taxpayer, 
as reflecting an involuntary liquida-
tion subject to replacement. If the tax-
payer notifies the Commissioner within 
the period prescribed below that he in-
tends to effect a replacement of the liq-
uidated stock, in whole or in part, and 
that he desires to have applied in his 
case the involuntary liquidation and 
replacement provisions of section 1321, 
and if he establishes to the satisfaction 
of the Commissioner the involuntary 
character of the liquidation to which 
his stock has been subjected, effect 
shall be given, when replacement has 
been made, in whole or in part, but 
only to the extent made in taxable 
years ending before January 1, 1956, to 
an adjustment of taxable income for 
the year of liquidation in the amount 
of the difference between the replace-
ment costs incurred and the original 
inventory cost of the liquidated base 
stock inventory that is replaced. The 
notification is to be given within 6 
months after the filing by the taxpayer 
of his income tax return for the year of 
the liquidation. However, if the liq-
uidation occurs in a taxable year end-
ing after December 31, 1953, the notifi-
cation may be given at any time within 
3 months after the promulgation of 
regulations under section 1321, or prior 
to the expiration of the 6-month period 
following the filing of the return, 
whichever expiration date later occurs. 

(2) If the replacement costs exceed 
such inventory costs, the taxable in-

come of the taxpayer otherwise com-
puted for the year of liquidation shall 
be reduced by an amount equal to such 
excess. If the replacement costs are 
less than the inventory costs, taxable 
income otherwise computed for the 
year of liquidation shall be increased 
to the extent of such difference. Any 
deficiency in the income or excess prof-
its tax of the taxpayer, or any overpay-
ment of such taxes, attributable to 
such adjustment shall be assessed and 
collected or credited or refunded to the 
taxpayer without interest. 

(c)(1) A failure on the part of the tax-
payer to have on hand in his closing in-
ventory for the taxable year merchan-
dise of the kind, description, and quan-
tity of that reflected in his opening in-
ventory will be considered as an invol-
untary liquidation only if it is estab-
lished to the satisfaction of the Com-
missioner that such failure is due whol-
ly to his inability to purchase, manu-
facture, or otherwise produce and pro-
cure delivery of such merchandise dur-
ing the taxable year of liquidation by 
reason of the disruption of normal 
trade relations between countries or by 
reason of certain war conditions, de-
scribed in section 22(d)(6)(B) of the In-
ternal Revenue Code of 1939, as modi-
fied by section 1321(b). Such war condi-
tions are (i) shortages in the source of 
foreign supply by reason of capture or 
control by an enemy; (ii) shipping or 
other transportation shortages; (iii) 
material shortages resulting from pri-
orities or allocations; (iv) labor short-
ages; and (v) similar war conditions be-
yond the control of the taxpayer. For 
the purpose of the preceding sentence, 
the words enemy and war shall be inter-
preted to apply to circumstances, oc-
currences, and conditions lacking a 
state of war, which are similar, by rea-
son of a state of national preparedness, 
to those which would exist under a 
state of war. 

(2) The various directives, orders, 
regulations, and allotments issued by 
the Federal Government in connection 
with national preparedness are among 
such circumstances and conditions 
which might be recognized as effecting 
an involuntary liquidation under this 
section. Likewise, a voluntary compli-
ance with a request of an authorized 
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representative of the Federal Govern-
ment made upon an industry or an im-
portant segment thereof, or a vol-
untary allocation of materials by an 
industry or important segment thereof 
sanctioned by the Federal Government, 
if made in connection with the na-
tional preparedness program, might be 
considered as such a circumstance or 
condition. Similarly, so much of an in-
ventory decrease as is directly and ex-
clusively attributable to the Federal 
Government’s stockpiling program for 
periods during which an item is not 
subject to allotment shall also be con-
sidered as subject to the provisions of 
section 1321. Thus, so much of an in-
ventory decrease as is due wholly to 
the effect of directives, orders, regula-
tions, or allotments issued pursuant to 
the Defense Production Act of 1950, as 
amended (50 U.S.C. App. 2061 et seq.), or 
to any other circumstance or condition 
which is solely dependent upon other 
action taken by the Federal Govern-
ment in furtherance of the national 
preparedness program, ordinarily shall 
be considered as an involuntary liq-
uidation under section 1321 and this 
section; however, to the extent that 
such a decrease is due to the disposi-
tion of goods acquired in violation of 
such directives, orders, regulations, or 
allotments, such decrease shall not be 
considered as such an involuntary liq-
uidation. An inventory decrease due di-
rectly and exclusively to a disruption 
of normal trade relations between 
countries shall be considered as an in-
voluntary liquidation subject to the 
rules and requirements prescribed in 
this section, including the requirement 
that the taxpayer establish to the sat-
isfaction of the Commissioner the 
cause of the involuntary liquidation. A 
disruption of normal trade relations 
between countries may be reflected by 
unusual export limitations imposed by 
a foreign government, by unusual ex-
change restrictions, or by other un-
usual circumstances or conditions be-
yond the control of the taxpayer. 

(3) A voluntary shift by the taxpayer, 
in the exercise of business judgment, to 
merchandise of a different character, 
description, or use, or to merchandise 
processed out of a substantially dif-
ferent kind of raw materials while raw 
materials of the type originally used 

are still available will not be consid-
ered as an involuntary liquidation not-
withstanding the fact that such a shift 
in merchandise stocked was prompted 
by a shifting market demand attrib-
utable to the above conditions. The 
term involuntary liquidation pre-
supposes a physical inability to main-
tain a normal inventory as distin-
guished from a financial or business 
disinclination on the part of the tax-
payer to do so. 

(d) If the taxpayer would have the in-
voluntary liquidation and replacement 
provisions applicable with respect to 
any inventory decrease, he must so 
elect within the time prescribed by this 
section. In making such election, the 
taxpayer shall attach to his return and 
make a part thereof, or he shall furnish 
separately to the Commissioner, a 
statement setting forth the following 
matters: 

(1) The desire of the taxpayer to in-
voke the involuntary liquidation and 
replacement provisions; 

(2) A detailed list or other identifying 
description of the items of merchandise 
claimed to have been subjected to in-
voluntary liquidation and the extent to 
which replacement is intended; 

(3) The circumstances relied upon as 
rendering the taxpayer unable to main-
tain throughout the taxable year a nor-
mal inventory of the items involved, 
including evidence of the applicable in-
ventory control figures for the begin-
ning and the close of the taxable year 
submitted to the appropriate Federal 
agency in control of defense production 
(or if none, a statement to that effect), 
allotments applied for, allotments re-
ceived, and reason for failure to place 
allotments received; 

(4) Detailed proof of such cir-
cumstances to the extent that they 
may not be the subject-matter of com-
mon knowledge; 

(5) A full description of what efforts 
were made on the part of the taxpayer 
to effect replacement during the tax-
able year and the result of such efforts; 
and 

(6) In the case of an election made 
pursuant to an extension of time grant-
ed by the Commissioner, the cir-
cumstances relied upon as justifying 
the election at such time, together 
with a disclosure of the extent, if any, 
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to which replacements have already 
been made. 

(e) The election of the taxpayer to 
treat an involuntary decrease of inven-
tory as subject to the replacement ad-
justments is to be exercised separately 
for each taxable year reflecting such a 
decrease and the election, once exer-
cised with respect to a given year, shall 
be irrevocable with respect to the par-
ticular decrease involved and its re-
placement, and shall be binding for the 
year of liquidation, the year of replace-
ment, and all prior, intervening, and 
subsequent years to the extent that 
such prior, intervening, and subsequent 
years are affected by the adjustments 
authorized. The ultimate replacement 
and the resulting adjustment for the 
year of liquidation may have con-
sequences, among others, in the earn-
ings and profits of intervening years 
and the inventory accounts of subse-
quent years. They may have con-
sequences in the prior years by reason 
of adjustments in net operating loss or 
unused excess profits credit 
carrybacks, and in intervening and 
subsequent taxable years by reason of 
adjustments in carryovers. Adjust-
ments are to be made for the several 
years affected consistent with the ad-
justments made for the year of liquida-
tion. Detailed records shall be main-
tained such as will enable the Commis-
sioner, in his examination of the tax-
payer’s return for the year of replace-
ment, readily to verify the extent of 
the inventory decrease claimed to be 
involuntary in character and the facts 
upon which such claim is based, all 
subsequent inventory increases and de-
creases, and all other facts material to 
the replacement adjustment author-
ized. For taxable years subject to the 
Internal Revenue Code of 1939, an elec-
tion under 26 CFR (1939) 39.22(d)–7(e) 
(Regulations 118) or 26 CFR (1939) 
29.22(d)–7 (Regulations 111) to have the 
involuntary liquidation and replace-
ment provisions of section 22(d)(6) of 
the Internal Revenue Code of 1939 apply 
with respect to any inventory decrease 
for taxable years to which such section 
applies, shall be given the same effect 
as if such election had been made under 
this section. (See section 7807(b)(2).) 

(f) Notwithstanding the ultimate pur-
chase price or the cost of production 

ultimately incurred by the taxpayer in 
effecting replacement of a stock invol-
untarily liquidated, the merchandise 
reflecting the replacement shall be 
taken into purchases and included in 
the closing inventory for the year of 
replacement, and shall be included in 
the inventories of subsequent taxable 
years, at the inventory cost figure of 
the merchandise replaced. 

(g) The goods reflected in any inven-
tory increase in a year subsequent to a 
year of involuntary liquidation, to the 
extent that they constitute items of 
the kind and description liquidated in 
prior years, whether or not in a year of 
involuntary liquidation, shall be 
deemed, in the order of their acquisi-
tion, as having been acquired by the 
taxpayer in replacement of like goods 
most recently liquidated and not pre-
viously replaced. In a case involving 
involuntary liquidations of goods of 
the same class subject to the provi-
sions of both section 22(d)(6)(A) of the 
Internal Revenue Code of 1939 and sec-
tion 1321 of the Internal Revenue Code 
of 1954, the involuntary liquidations of 
such goods subject to the provisions of 
section 1321 shall, for the purpose of re-
placements made in taxable years end-
ing before January 1, 1953, be consid-
ered as having occurred prior to the in-
voluntary liquidations of such goods 
subject to the provisions of section 
22(d)(6)(A) of the Internal Revenue 
Code of 1939. To the extent that the 
items of increase are allocated to items 
liquidated voluntarily, no adjustment 
will be required or permitted. Such re-
placement merchandise will be carried 
in the inventory at its actual cost of 
acquisition. To the extent that replace-
ments are allocated to items involun-
tarily liquidated, however, the provi-
sions of this section shall apply, both 
with respect to adjustments for the 
year of liquidation and other taxable 
years affected and with respect to in-
ventory computations for the year of 
replacement and all subsequent taxable 
years. 

(h) In some cases it may appear that, 
at the time of the filing of the income 
tax return for the year of replacement, 
or within three years thereafter, an ad-
justment with respect to the income or 
excess profits taxes for the year of the 
involuntary liquidation, or for some 
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prior, intervening, or subsequent tax-
able year, is prevented by the running 
of the statute of limitations, by the 
execution of a closing agreement, by 
virtue of a court decision which has be-
come final, or by reason of some other 
provision or rule of law other than sec-
tion 7122 (relating to compromises) and 
other than the inventory replacement 
provisions. The adjustments provided 
for in connection with the involuntary 
liquidation and replacement of inven-
tory shall nevertheless be made, but 
only if, within a period of three years 
after the date of the filing of the in-
come tax return for the year of replace-
ment, a notice of deficiency is mailed 
or a claim for refund is filed. No credit 
or refund will be allowed under such 
circumstances, whether within or with-
out such three-year period, in the ab-
sence of a claim for refund duly filed; 
nor will a resulting deficiency be as-
sessed or collected under section 6213(d) 
relating to waivers of restrictions. The 
issuance of the statutory notice of defi-
ciency or the filing of a claim for re-
fund are statutory conditions upon 
which depend the provisions of section 
22(d)(6)(E) of the Internal Revenue 
Code of 1939, referred to in section 
1321(c) of the Internal Revenue Code of 
1954. The adjustment authorized by sec-
tion 22(d)(6)(E) of the Internal Revenue 
Code of 1939 is limited further to the 
tax attributable solely to the replace-
ment adjustments. The amount of the 
adjustment shall be computed by ref-
erence to the amount of the tax pre-
viously determined, and without regard 
to factors affecting the taxable year in-
volved to which no effect was given in 
such prior determination. The tax pre-
viously determined shall be 
ascertained in accordance with the 
principles stated in section 452(d) of the 
Internal Revenue Code of 1939. Any de-
ficiency paid or any overpayment cred-
ited or refunded under these cir-
cumstances shall not be subject to re-
covery on a claim for refund or a suit 
for the recovery of an erroneous refund 
in any case in which such claim or suit 
is based upon factors other than those 
giving rise to the adjustments made. 

[T.D. 6500, 25 FR 12040, Nov. 26, 1960] 

§ 1.1321–2 Liquidation and replace-
ment of lifo inventories by acquir-
ing corporations. 

For additional rules in the case of 
certain corporate acquisitions referred 
to in section 381(a), see section 381(c)(5) 
and the regulations thereunder. 

[T.D. 6500, 25 FR 12042, Nov. 26, 1960] 

WAR LOSS RECOVERIES 

§ 1.1331–1 Recoveries in respect of war 
losses. 

(a)(1) The amount of any recovery in 
respect of war loss property must be in-
cluded in gross income to the extent 
provided in section 1332 unless, pursu-
ant to the taxpayer’s election under 
section 1335, the provisions of section 
1333 are applicable to such recovery. 
For the treatment of war loss recov-
eries under section 1333 and the manner 
of making the election under section 
1335, see §§ 1.1333–1 and 1.1335–1. 

(2) As used in this part, the term war 
loss property means property considered 
under section 127(a) of the Internal 
Revenue Code of 1939 as destroyed or 
seized, including any interest described 
in section 127(a)(3) of the Internal Rev-
enue Code of 1939. 

(3) For regulations governing the 
treatment of war losses under the In-
ternal Revenue Code of 1939, see 26 CFR 
(1939) 29.127(a)–1 to 29.127(a)–4, inclu-
sive, 29.127(b)–1, and 29.127(e)–1 (Regula-
tions 111) and 26 CFR (1939) 39.127(a)–1 
(Regulations 118). 

(b) The recoveries in respect of any 
war loss property include the recovery 
of the same war loss property and the 
recovery of any money or property in 
lieu of such property or on account of 
the destruction or seizure of such prop-
erty. For example, there is a recovery 
upon the return to the taxpayer after 
the termination of the war of his prop-
erty which was treated as war loss 
property because it was located in a 
country at war with the United States. 
An award by a government on account 
of the seizure of the taxpayer’s prop-
erty by an enemy country is a recovery 
under this section. The amount ob-
tained upon the sale or other transfer 
by the taxpayer of his right to any war 
loss property is also a recovery for the 
purpose of this section. Similarly, if a 
taxpayer who sustained a war loss upon 
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